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REGULATION AND REFORM OF THE FINANCIAL SECTOR IN INDIA:
AN ANALYSIS OF THE UNDERLYING INCENTIVES

1. INTRODUCTION

A well-functioning and efficient financia system is important for promoiing rapid
industrial development in a market economy. By providing relatively liquid assets with
reasonable returns on savings, it encourages people to save and keep their savings in the form
of financial assets. Through intermediation of the financiad system, these savings are touted
to firms for undertaking investments. The financid system phols savings and distributes risks
of investments across large number of people thereby making possble large investment
projects that may not have been underteken otherwise. By providing loans to new
entrepreneurs, it supports innovation, crestivity and a more equitable income distribution,
while a the same time creating a larger entrepreneurial base for faster industrid development
in the future. By providing loans to buyers, if stimulates demand for industrial goods. Thus,
the more efficient the financid system of an economy, the higher would be the investment
rate; and hence the output and employment growth rates of the economy.

The banking sector is the most important part of the financiad system in developing
countries like India, and the focus of study in this paper. The banking sector in India has
remained highly regulated since banks were nationdized in 1969, whether it be in interest
rates, loan adlocations, or the setting up of new banks by private entrepreneurs. The
nationalization of banks helped to provide an initia thrust to the development of banking,
especidly in rura areas, and increased access to credit for farmers, small firms, and wesker
sections of the society. However, unfortunately it has dso gtifled competition in the banking
sector, leading to inefficient resource use and poor customer service. Smilarly, directed
lending to ‘priority sectors a concessional rates of interest artificialy swelled demand for
such loans, some of it from take borrowers. Celings on inerest taws have crested credit
shortages leading to corruption in sanctioning loans.

At the same time, deregulation gr reform of the banking scctor can unlessh its own
problems. For example, smultaneous deregulation of interest rates and loan portfolio
requirements can create such huge credit demands from the previoudy credit-starved sectors

thet interest rates can rise to very high levels for some time. This can lead to a large number



of firms going bankrupt and can eventually snowball into a major industrial recession
causing a banking crisis (due to non-recovery of loans from the bankrupt firms) as has
happened in a large number of counties in Latin American, Asa and esewhere.

This paper examines the consequences of a highly regulated banking environment in
India by analyzing the incentives and forces it creates for various agents in the economy
(Section 2). The paper also describes the banking deregulation and reform that is presently
being considered by the Indian government (Section 3). It andyzes the new incentives that
are likely to arise as a result of deregulation and highlights. the dangers of rapid banking
deregulation by drawing upon the experience of nearly a Jozen other countries (Section 4).
Using these results, the paper then tries to explain how to deregulate the banking sector in
India safely and successfully (Scction 5). Tinally, the main conclusions Of the paper are
summarized  (Section 6).

2. REGULATION OF THE BANKING SECTOR IN INDIA: SOME CONSEQUENCES

Since the nationalization of banks in 1969, the banking sector in India has been
heavily regulated. This section explores the incentives created by these regulaions and ther
economic impact. The focus will be on the following regulations:

9)) Entry restrictions on private banks.

2) Credit alocation requirements, including the priority sector lending

requirements and the datutory liquidity requirement (SLR).

) Interest rate controls.
What each of these restrictions stipulated, why they were imposed and what were their
consequences  will  be discussed  next.

21 Entry Restrictions on Private Banks

Since 1969 the entry of private banks to the Indian markets has been restricted.
Permission of the Reserve Bank of Indiais required for starting a new bank or even for
opening a new branch of an existing bank. Foreign banks were allowed to operate only a
limited number of branches and foreign equity participation in domestic banks was not
permitted. These redtrictions have been eased since reforms were initiated in 1992 in older
to stimulate competition.



The entry restrictions on private banks were imposed following the nationdization in
1969 of the magjor commercial banks to prevent “unfair” competition from private banks. The
criticism against privare hanks in 1969 was that they were mainly operating in urban areas
and mostly lending to the rich individuals and the well-established firms. The nationalization
wes indsd followed by mgor eqendon of reiondized berks in rud aess and govanmat
dreted lendng to wesker sedions of the soddy, such as fames and small scde industries
a sddzed inered raes

However, an important side effect of the nationalization has been the virtua
dimingtion of competiion among barks The Resave Bakbegen enfordng unifom interest
rdes gweeds ad saviee dagess among ndiondized baks on equity gounds Bven when
the Reserve Bank directives alowed some scope for variation in interest rates, the
nationalized banks tended to avoid competing with each other, perhaps because bank
menegament ganed litle from increesng thar maket shae Futha, the privae banks were
small (the lager onés having been ndiondized) and faced the progpedt of beng netiondized
if they grew beyond a certain size. Thus, until 1991, there were limited incentives for existing
srdl barks to try to gow rgpidy o for enrgrenewrs to dat new privae barks

The lack of competition either among the public banks or between the public and
private banks, combined with labor policies of the public sector where employees’ salaries
and promotions were not significantly linked to their job performance, has led to a steady
dedire in the dfidency and work adture of the barks and an daming dedine in the qudity
of customer service. Another symptom of this lack of competition was that most banking
opadions weae not computerized until 1991 In the absence of compdition, bank menegers
have had no inceative to improve the dfidency of opadions or cudomer savice Further,
fearing job losses, workers have opposed computerization. Some gradual steps towards

computerization have been initiated recently following the reforms since 1992.

2.2 The Credit Allocation Policy
The allocation of bank credit in Indiais largely determined by the State through the

Cash Reserves Reguirement (CRR), the Statutory Liquidity Requirement (SLR) and the
priority sector lending requirement. For example, in 1991, banks lent to the government 49

percent of their total deposits at concessional rates through the CRR and SLR. Of the



remaining 51 percent, 410 per cent had to be lent to the priority sectors again a concessional
rates. In addition, there were further requirements to lend to the exporters and food
procurement programs & concessond rates. As a result, only about 25 per cent of the bank
deposits were left to meet the needs of all rhe remaining sectors, the alocation of which was
determined by market forces (see Table 1). What each of these requirements dates is briefly

described next.

2.2.1 The Cash Reserve and Statutory Liquidity Requirements

The Cash Reserve Requirement (CRR) obligates banks to hold a certain fraction of
their total deposits as reserves with the Reserve Bank. This requirement has hovered around
the statutory maximum of 15% since late 1980s. The purpose of these reserves is to ensure
the liquidity of banks. However, they also impose a significant cost on the banks since the
interest received on the reserves is low (5% per annum). While all banking systems require
banks to hold some reserves, the magnitude of reserve requirement is relatively high in India
For comparison, the reserve requirement is 8 percent or less in most East Asian counties
(Korea, Singapore, Taiwan, Singapore) and only about 2-3 percent in most developed
countries.

The Statutory Liquidity Requirement (SLR) stipulates that banks must invest a certain
fraction of their total deposits in government, or government approved, securities which
typically cary bdow maket interes raes Snce lae 1980s, this requirement for Indian barks
hes bemn about 38 percat of thar totd dgposts While ostensibly, this is required to ensure
the safety and liquidity of the banks, it isin fact used as a means to divert the bank deposits
of the households to finance the government budget deficits and other credit needs of the
public sector at subsidized interest rates. Table 2 shows that the preemption of bank deposits
by the government through the SLR and CRR has tended to increase in tandem with the
government’s fiscal deficit. Table 3 shows data on the percentage of domestic credit going
to the central government in India and severa East Asian counties. The Table shows that this
ratio is relatively high for India, pointing to the high SLR on banks in India

The high CRR and SLR requirements reduce the availability of credit to the private
sector. The low interest rates on CRR and SLR implicitly tax the banking sector. The banks,

in turn, pass the burden on to their customers in the form of lower interest rates on deposits



and/or higher inreresr rates on loans to the private sector.

2.2.2 Directed Lending

After banks have satisfied the SLR and CRR, they were obligated to lend a certain
fraction of the remaining funds to the sn called “Priority Sectors’ (mainly agriculture and
small scale industries) as directed by the Reserve Bank. Since the early 1980s, Indian banks
have bem required to lend 40 paoat o ther tald loans (dtar stidying the LR and CRR)
to thee sedtors In addtion, there has ben an infformd requirement to provide liberd oredit
to exporters. In 1993 this requirement was formally fixed at ten percent of total loans.
Fordgn Baks had lowe dredted lending requiremat a 15 peoat untl 1994, In 194 this
was revised to 32 percent (inclusive of export credit). Effectively, therefore, even after
meeting the CRR and SLR requirements, about one haf of the remaining credit of the
domedic baks is dreded

The pupose o the priority sector lending hes been to increese the proporion of credit
going to the sectors which are important to the national economy with regard to their
contribution to  growth, employmat  generdion, andlor equd  income  digribuion, and  which
may not receive adequate credit otherwise. These objectives are desirable and have been
achieved to some extent. However, by the way the policy has been implemented, many
undesirable incentives have been created leading to many problems and costs, as follows:

(a) Palitical control of public sector banks and the consequent lobbying by various
pressure groups- has resulted in loans, especially those to the priority sectors, being given
withot adequate sHeguards agand ddfalits ad a lax  diitude towads efordng  repaymat.
Thee togadhe with widesoreed mismanegamat and comuyption in pubdic ssdor berks  have
resulted in large loan arrears (see, for example, the Narasimham Committee Report, 1991,
Chepter IV ad Minidry of Fnence 1993). Minidry of Fnance (1993) edimates that 21 per
cent of the loan advanced by public sector banks are non-performing. Private estimates are

even higher.

) The prionty sector loans were typicaly given at concessional inerest rates (sec Table

4). This, together with inadequate safeguards against default, created incentives to borrow



under priority sector loans as far as possible, and sometimes led to cheating to qualify. A
significant proportion of lpans was usurped by those for whom it was not intended. For
example, concessiond loans and other benefits to the small scale industry has led many larger
firms to ether sub-divide their operations in small fragments or to under-report their capital
assets in order to qualify for priority loan for smail scale industary®. In some cases, ‘ ghost

firms' have been created for the sole purpose of getting the concessional loans?.

(©) Loans taken by quaified agents may not aways be used for the intended purpose due
to the fungibility of funds. For example, a farmer may take a concessond loan for buying
a tubewell but use his own funds for buying a television. Assuming that in the absence of
concessional loan, he would have bought the tubewell from his funds, the priority sector loan

actually finances the purchase of the television.

(d) The priority sector lending helps the reiatively better off groups within the priority
sector. For exampie, the wealthiest farmers and largest of the small scale firms often comer
mog of the prioity sedtor loans This hgopens because the wedthier fames and lager firms
ae likdy to have better sodd ad pditicd connedions be more aedt-worthy and invdve
srdle transdtion cogt & a proportion of the amount let then poor famers and amdl firs
The fomea groups ae do more likdy to avad repaying the loans by usng thar comnedtions
to put presure on barks

(e) The concessond prianity sedtor lending imposss a burden on the rest of the borrowes
and the depositors snce the berks pass on the cost of subddizing the priority ssctor lending
to them by offeing tower interet rates on depodts and charging higher interest rates On non-
prioity ssdtor loans The nonprioity sedtors ae dso faced with reducad credit avaldhility.

Thus the sodd bendlits of prioty sedtor lending have proved 1o be smdler and cods
higher then originely expected.

2.3 The Interest Rate Controls
Snce 1989 the interet rates in India have been st by the Resave Bak. Ganadly,



these interest rates, especially on directed lending to government and priority scctors, have
been lower than the market clearing level. This has been justified on the ground that it will
dimulate invesment (see, for example, Keynes, 1936). However, as McKinnon (1973) and
Shaw (1973) argue, keeping the interest rates artificialy low may result in reduced and less
productive investment. Their basic argument against interest rare ceilings is illustrated in
Figure 1. When the supply of deposits and demand for loans are as depicted in Figure 1, the
loans market clears at the interest rate r, with I, amounts of funds being loaned out for
investments. When an interest rate ceiling of I is imposed,‘interest rates on deposits aso
go down and many people may save less or divert some of their savings to inflation hedges
ach & gdd or real estate. Thus the supply of bark depodts goes down o I, ad dnce les
funds are available to be loaned out, the investments must decline from [, to I,.

Furthermore, when the interest rate ceiling 1. prevails on loans, those with investment
projects with return between r. and r, will also seek and receive loans since banks have an
incentive to disrimingte between borrowas only on the beds of thar cedit worthiness nat
the productivity of their investments. Thus, the average productivity of investments will
decline as aresult of the interest rate ceiling. This, together with the decline in investments
from ], to I,, implies that, ceteris paribus, the rate of growth of the GNP will also decline.

For empiricad evidence regarding these issues, see, for example, World Bank (1989,
Chap. 2), Fry (1988), Gelb (1989) and Worid Bank (1993). The World Bank (1989, Table
2.3, p.31) shows data based on a sample of eighty developing countries. The countries are
subdivided into three groups according to their real (adjusted for inflation) interest rates:
positive, moderately negative (0 per cent to -5 per cent) and strongly negative. The second
and third groups are much more likely 10 have interest rate ceiling. The Tabe dows thet
the firs group had degper finandd sedors (thet is higher M2/GDP raio), moderady higher
investment rates, and significantly more productive investments (that is, larger change in
GDPinvesment) then the aher two goups Fy (1988) ad Gelb (1989) nn oadnay lesst
squares regression of GDP growth on real interest rates using pooled cross economy time
series data. They find a positive association between GDP growth and real interest rates.
However, more recently, World Bank (1993) has provided evidence that a clear positive
association between GDP growth and real interest rates exists only for economies with
negdive red interet raes This is condgent with the arguement advanced in Sedion 4 that



very high interest rates are harmful to the economy.

Arguments such as those advocated by McKinnon (1973) and Shaw (1973) have led
many economists to advocate financia liberaization, that is, market determined interest rates
and credit allocation, along with privatization of banks. The financid liberdization initiated
in Indiasince 1992 is discussed next.

3. BANKING DEREGULATION IN INDIA SINCE 1992

Financiadl deregulation has been recommended for India by the government appointed
Narasimham Committee (1991). The Committee recommended the dismantling of barriers to
the entry and expansion of private banks, sharp reduction in directed credit and gradual
decontrol of interest rates. Details of the recommendations and reforms initiated so far are
discussed below:

3.1 Dismantling Barriers to Entry and Expansion of Private Banks

In order to increase the efficiency and quality of service of the nationalized banks, the
Narasimham Committee recommended that the banking industry be made more competitive
by removing restrictions on entry and expansion of private banks, and reducing those on the
expanson of foreign banks. The Committee aso caled for an assurance by the government
that no new banks would be nationalized. The Committee recommended that new private
banks should be required to have a minimum initia capital of one billion Rupees, joint
ventures between foreign and Indian banks should be permitted, with foreign banks alowed
up to 20 percent equity. The Narashimam Committee also recommended that prudent
supervision and regulation of the banks should be undertaken by the Reserve Bank. New
capital adequacy norm of 8 percent of risky assets has been recommended for banks, to be
achieved over the next few years. New accounting norms were also prescribed for banks
regarding the classification of non-perfurming loans.

These recommendations were accepted by the government in April 1992. In a hid to
restore hedth to the bank balance shects, and eventualy sell part of their equity 10 ithe public,
the government has infused large amounts of capital to the public banks to help write-off the
non-performing loans. From April 1992 to March 1995, the total capital infusion equaled Rs
110 billion or about 10 percent of the total bank credit outstanding in 1992 (see Table 1).



Further, ten new foreign bank branches and ten new domegtic private banks had been granted
licnse to opade by ealy 1995, Howeve, of the ten domesic privae barks granted licensg

only sx had actually commenced banking operations. Further, the new domegtic banks have
ony a few branches eech and ae moslly operating in the mgor dties and a@ming a the upper
sgmat o the dientde and a the coporde cusomas This may indicate that thar may 4ill
ke resavdions in the privale sdtor about the viddlity of private benks and corfidence in the
government policy of competition between private and public sector banks may be lacking.

Perhaps the minimum initial capital requirement of one billion Rupees is aso too high.

32  Deregulating Credit Allocation

Naradmham Committee (1991) d recommended redudng date intevetion in - credit
alocation. Specificdly, it recommended that priority sector lending be reduced from 40 per
centto 10 per cent over athree year period. Simultaneoudly, it called for the institution of
preferential refinancing by the Reserve Bank of credit to most of the better off sectors
previoudly faling under the priority sector. Further, it recommended cutting the SLR
requiremet from 385 pacat to 25 pacat ove a three year paiod and payment of markel
ineres raes on such  borowings

The government has accepted the recommendation to cut SLR, dthough it is being
phased in a a slower rate than recommended; SLR was reduced to 33.75 percent. in
September 1993, and to 31.50 percent in seprember 1994 with a marginal rate of 25 percent
for depodts beyond the ievd reeched in Sgptembar 194, The intered raes on borrowings
ude SR hes d bem incesd to ner make raes

However, the government has not accepted the recommendation to reduce priority
sector lending because of strong opposition voiced by the smal scae firms and farmers who
ae the man bendidaies of pioity sedtor lending. Thee groups induding ther employess
and dependents, account for almost 75 percent of the population and therefore carry great
political clout. However, since 1993 the interest rates subsidy on such loans has been
significantly reduced. Eligibility norms for priority sector loans have also been relaxed to
make it available to firms with a capital base of up to Rs 7.5 million compared to Rs 3.5
million previously (this makes it easier for the banks to meet the priority sector lending

recuiremen).



3.3 Decontrolling Interest Rates

The Narasmham Committee recommended a cautious move toward market determined
interest rates as a medium term objective while correctly warning against allowing interest
rates to rise much as they already were on the high side (for the non-priority sectors).

The government has accepted these recommendations and began to move gradually
towards this goal. Interest rates on deposits were deregulated in 1993, with each bank free
to set it's own rates on deposits of various maturities, subject to a ceiling, currently set by
the Reserve Bank at 11 percent per annum. In October 1994, interest rates on loans for
amounts in excess of Rs 200,000 were aso deregulated. Interest rates on smaller loans
continued at the subsidized rate of 12 percent for loans smaller than Rs 25000 and 13.5
percent for loans in amounts between Rs 25000 and Rs 200,000. This compares with a prime
lending rate of 16 percent (April 1995) for loans of over Rs 200,000.

Banking deregulation is expected to result in improved efficiency, better service to
customers, as well as increased and more productive investments, and a higher growth of
national income. However, it also needs to be handled very carefully. Whar can go wrong
with rapid banking deregulation when the incentives it unleashes are not well understood is

considered next.

4. DANGERS OF RAPID BANKING DEREGULATION

Most of the countries thar have attempted financia liberalization have aso
experienced a financia crisis - failure of several banking institutions and/or accumulation of
alarge percentage of non-performing loans by the banking sector, typically exceeding 20 per
cent of their loans portfolio®. The experience with financial liberalization has been so
disastrous in many countries because the incentives unleashed by liberalization were not well
understood.

The financid liberaization experience of about a dozen countries from Latin America
(Argentina, Chile and Uruguay), East Asia (Indonesia, Korea, Malaysia and Philippines) and
dsawhere (Augtraia, New Zeaiand, Turkey, USA) is discussed next. Most of these countries,
except Korea, Maaysia and the Philippines, rapidly deregulated the interest rate controls on
banks. Usually this was also accompanied by significant and rapid reduction in directed

lending and reduction or elimination of credit ceilings on specific sectors or firms. Some of
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these liberalizing countries  namely, Chile, Argentina, Uruguay, Philippines and Turkey --
experienced major crises requiring intervention by the governments to bail out the insolvent
banking sectors. In Chile, the central bank holding of bad loans amounted to 19 per cent of
GNP in 1988, and in Uruguay, to 7 par cat of GNP in 1933 In Turkey the cod of resouing
the insolvent banks was estimated co exceed 10 per cent of GNP. In the Philippines 30 per
ot of bark loans were non paforming in 1987. In mos other aisss countries dso, the non-
performing loans were typically in excess of 20 per cent of total loans portfolio of the
berking  sdtor.

Table 5 dows tha mog of the countries expaiendng finendd aisss expaiencad a
sharp increase in the interest rates, often exceeding 8 per cent in real terms. In the Latin
Amgican countries and in the Philippines the red interes rates exossded 25 per cart in red
terms. While some increase in the real interest rates was only to be expected following
financial liberalization, the kind of increases actually experienced were phenomendl, at least
in major crisis countries (except Turkey). These real interest rates easily exceeded the real
marginal productivity of capital in most countries. For example, the real rates of return on
toid cepitd for 196080 were edimated to be only 518 peacat for the USA'. What was the
cause of these very high real interest rates ? To what extent were they contributing to the
financial crisis? These questions can be answered by analyzing the incentives unieashed by

a sudden liberalization of the interest rates and credit portfolio restrictions on banks.

4.1 Causes of High Real Interest Rates Following Banking Deregulation
The main causes of high rea interest rates following banking deregulation are as

follows;

(a) Pet up demend for cedit from sdors previowdy denied acoess to ot can leed to
a lage upsurge in the damand for aedit, and hence the interest raes for the fird few years
following liberalization. Prior to financial liberalization, in most countries listed in Table 5,
the barking cedt wes sedivdy dredted by thar govemmets into prefared sedtars such
& smdl sde indusries exporting firms and public sedtor firms: At the same time, the areit

demands of some of the nonrefared sstors wae not fuly mel Thee dften induded loens
for the puchee of equty dhaes conumg duddes ad in some casss howsng ad red-

1



estate. In this kind of situation, when government controls on credit allocation and interest
rates are suddenly released, the credit - starved sectors try to achieve their desired “stock” of
credit as quickly as possible. In the process; they can create huge “flows’ of demands for
credit® in the short run, which typically lasts for a few years. During this period, the total
demand for credit can increase very sharply resulting in a sharp increase in the interest rates.
Figure 2 shows that the interest rates tend to exhibit an overshooting ot “inverted I"
pattcrn ater liberdlization. Starting from an initid credit demand D, and interest rate-ceiling
r., financial liberalization leads to the demand for credit shifting to D, and the market interest
raes rigng shaply to r.. Once the pat up demand for cedtis stidied ad the dedred dock
of credit is reached, the additional demand for credit from the previoudy credit starved
sectors will largely decline, and the total credit demand will decline to something like D,,
resulting in the interest rates declining to r,. Thus, tollowing liberalization, there will be a
tendency for the interest rates to shoot up sharply in the short run and then decline. This
pattern was evident in virtually all the countries considered as can be seen from Table 5 and

Figure 4.

(b) Large credit flows to meet the pent up demand for credit from share markets, real
estate and consumer durables can lead to sharp price increases in these sectors; this further
fuds the demand for credit to inves in thee sdors ad puts futher upwvad pressre on the
interest rates. For example, if bank credit becomes available for purchase of shares in
companies, many individuals who were previously unable to purchase their desired amount
of shares due to aliquidity constraint will now be able to do so. As aresult, the demand fos
daes and hence thar pricss can rise daply (ooccedondly this may be ddayed unil market
sniments tun bulid). When the dhae prices inceese dhaply, the red expedted reum on
daes - given by the growth rate of share prices in real terms plus the dividend rate -- also
incressss daply ad may even reech levds above 25 pacat o, in ome casss 50 paoat
For example, after the Chilean banking deregulation in 1975, real’ share prices nearly
quaduded over the paiod 1975-80 (sec Figure 5). These high reums induce mary eddtiond
individuals to invest in share markets. This lead to additional demand for bank credit even
at exorbitant interest ratcs. This additiond demand for credit a high red interest rates can

keep the interest rates high for some time. As the pent up demand for credit from the

12



previoudy liquidity condrained investors is satisfied, the additional demand for shares
declines after some time, leading to a decline in the price of shares.

This is illustrated in Figure 3: the pre-liberalization demand for shares ig D, and the
real share price index is at P,. As credit flow increases after liberalization, the demand for
shares shifts to D, and the share prices rise sharply to P,. When the pent up credit demand
for shares is mostly satisfied, the demand for share declines to say D, and the share prices
collapse to P,. Thus, the share prices too will tend to exhibit an overshooting or “inverted J*
effect in countries where interest rates and restrictions on borrowing are liberalized. Figure
5 shows the real’ share price indices for Austraia, New Zedand, Chile, Maaysia and
Philippinest. All of thee couies show the “invated J" patem of share prices

A similar pattern is likely to be repeated in the housing/ real estate market.

(©) If the inflation rate in the country is high and voldile red interest rates on loans can
become very high simply. because of the high risk involved in lending and borrowing in
nomind tams Tade 6 dhons the gread bewen lendng and depost rdes for sdeded low
inflation (the inflation rate below 5% on average), high inflation (the inflation rate between
20 ad 100%) and hyper inflation (the inflation rae above 100% on average) ocourtries It is
seen that while the average spread is only 3% for the low inflation countries, it increases to
13% for the high inflation countries and to a whopping 158% for the hyper inflation
countries. With spread as high as this, very high red interest rates on loans are nor surprising.

All of the major crisis countries, Argentina, Chile, Uruguay, Philippines and Turkey, were
either high or hyper inflation countrics.

d) Monetary contraction sometimes accompanies financid liberalization in an effort to
reduce inflaion rde as for example was the cae in USA, Tukey and FPhilippnes Howeve,
a monetary contraction reduces the supply of hank credit at a time when the demand for
cedt is likdy to be inceedng due to the libardization. This contributes to the phenomenon
of high real interest rates following liberdization.

To summarize, the interest rates can become very high for a few years following
finendd libedization due to pet up demand from previody cedt daved ssdors due to

13



excessive increases in prices of, for example, shares and red edtate, due to high and unstable
inflation rates and due to a monetary contraction. These high rea interest rates are temporary,
except perhaps in countries suffering from high and volatile inflation, and do not represent
the true long run equilibrium interest rates. Their effects on the economy can be highly
debilitating though, as will be discussed next.

42 Consequences of High Real Interest Rates Following Banking Dercgulation

A sharp increase in interest rates can lead to financial crisis, that is, excessive build
w o nonpafoming loans ad bak indlvendes This can hgopen through one o more of
the fdlowing proceses

() Previoudly undertaken investments financed by debt can become inviable following
sharp and unexpected increases in interest rates. In most developing countries. a large
mgority of firms dgpend on bank det and other corporde delt indruments to finence thar
investmente. When the interet raes suddenly inoeese mary of these firms which had bessd
their investment decision on the expectation that the interest rates will stay close to the pre-
liberdization levels, find themselves stuck with investments whose yieids are not
commenaurde with the dhaply increesad oot of savidng the det. Thus mary of these firms
face difficulties and may eventually fail. An industrial recession resulting from the sharp
increee in intered raes and/or other fadors futher execabees thexe dfficlties The firms
inability to service and/ or repay their debt, leads to a build-up of non-performing loans for
the barks

(b) High interest rates can significantly increase the risk involved in lending. Thisis due
to the fact that the relatively safe borrowers with low risk but also lower expected returns
may find the interes rates too high for the reums they expect to meke and may drop out of
the loen make, wharess the rddivdy riky borowas with invesment prgeds which have
higher average returns but also higher risks of failure, remain in the loan market. The risky
boroves reman because if thar prgeds sucosd, they kep mog of the bendits while the
bank simply gets back its loans. If the project fails, the investors walk off leaving the bank

to pick the pieces. Even when the banks have collateral (usualy the equipment bought with
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the loan) they may not be able to tully recover their loans because of the expensive and time
consuming litigation involved in liquidating collateral and the deterioration/ lack of proper
maintenance/ theft of the collateral in the ‘mean time'. Also, the banks are likely to be

inexperienced in evauating the risk under the rapidly changing economic scenario that often
accompanies financial liberalization. These factors again contributes to the banks' non
performing loans portfolio.

) The overshooting effect in share and real estate prices can bankrupt many speculative
borrowers. Ag discussed in Section 4.1, financia liberdization often leads to sharply
increasing prices of shares and red estate for a few years, inducing many individuas to invest
or speculate in these markets with funds borrowed from banks at high real interest rates.
When the prices later decline, many of these individuals become insolvent and are unable
tn repay their loans. leaving the banks with a considerable portfolio of non-performing loans.
(The collateral, typically the shares or rea estate bought with the loan, may lose so much
vaue that large losses dill accrue to banks)

@ Sudden and unexpected increases in the lending and deposit rates can creste severe
difficulties for financia intermediaries which do not have baanced term siructure between
their deposits and loans portfolios. For example, if a bank has mostly short term deposits-but
long term loans, it will not be able to raise the interest on its pre-committed long term loans
but will be forced to pay higher interest rates on al of its deposits once they mature. In the
interim period, the bank can become insolvent. Precisely this process is cited as having
contributed to the large scale bankruptcy of the Savings and Loan ingtitutions in the USA
over 1980s following the sharp increase in interest rates during 1980 to 1982, dthough, in

this case the interest rates rose primarily due to a highly contractionary monetary policy™'.

Some or al of the effects mentioned above can act simultaneoudy and add up to bank
insolvencies or accumulation of non-performing loans, which leads w the financial crisis.
The loan recovery problems are further exacerbated if the economy goes into a recession.
This is so because the difficulties faced by enterprises in dealing with sudden increases in
interest rates and the risk of failure of an investment project increase significantly if the
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general economy goes into a recession. Table 7 shows that virtualy al the countries
experiencing financial crisis also experienced a recession for a few years prior to the financial
crisis.

A recession can occur due to the sharp increase in interest rates following financia
liberalization and the resulting fal in investment. In addition, financia liberalization is
typically accompanied by other policies such as trade liberaization, macroeconomic
stabilization, and increased international capital mobility. While these policies are desirable
in the long run, they can exacerbate the difficulties created by rapid financia liberalization
in the short run if they do lead to a recession or the build up of excessive foreign debt.
Interaction between financial liberadization, financia crisis and other policies is discussed

next.

4.3 Financial Crisis. Interaction with Trade Liberdization, Macroeconomic Stabilization
and International Capitd Mobility

Trade liberalization exposes domestic firms to competition from foreign firms and can
lead to a recession as domestic industry adjusts and restructures itself to the new competition
and some of the less efficient domestic firms get weeded out. The process is likely to be
more difficult where the levels of protection had been high and the protection is then
withdrawn rapidly without giving the fiis adequate time to adjust to the increased
international competition. This was the case with the Latin American countries and as a
result, they went through a severe recession and financia crisis. On the other hand, Korea,
and Malaysia,.liberalized their financial markets after the trade liberalization was over. Thus
they experienced relatively minor recessions and financial crises. Even Indonesia, which
liberalized its financiad markets a few years before it liberalized internationa trade,
experienced arelatively mild recession and financial crises. Again, this is consistent with the
hypothesis that a recession caused by other policy measures acts to exacerbate the severity
of the financial crisis.

Macroeconomic stabilization measures usually take the form of either reduction in
government spending to reduce budget deficit or a reduction in the growth of money supply
1o reduce inflation. Both of these measures |ead to a recession and thus increase the severity

of the financial crises. This was the case with the Latin American countries, Turkey,
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Philippines, and USA. On the other hand, Audrdia, Korea. and Maaysia did not have to go
through a significant macroeconomic stabilization program and this contributed to the
relatively milder financial crises there.

Relaxation of restrictions on international capital mobility, in countries where they
existed, has often accompanied financial liberaization. When international capital mabhility
is permitted, the high interest rates following financial liberalization lead to a large increase
in foreign borrowing and thus a faster accumulation of foreign debt. As can be seen from
Figure 6A and 6B, this happened in virtually al the countries except Korea, which had
maintained interest rate cellings during the liheralization, arid Phillipines. which was denied
international credit during 1983-85 due to a major political and economic crises. The debt
build up was particnlarly strong in Latin America, which allowed domestic banks to accept
deposits’ from foreigners and had very high nominal interest rates along with a controlled
exchange rate, providing very high returns to foreign depositors. In the Latin American
countries, the large foreign capitd inflows not only eaned extremely high returns, but also
made the domestic currency too strong which hurt the export effort and led to current account
deficits. It aso created too much liquidity in the economy which led to increased domestic
inflation. Even worse, this foreign capitd was lent out to domestic private and public firms
by the domestic banks whose liabilities were explicitly or implicitly guaranteed by the
domedtic government. Thus, when the domestic borrowers failed to repay their loans, huge
public externa debts were built up whose repayment have proved to be exnemey difficult.

To summarize, the above analysis suggests that interest rate deregulation should be
undertaken after macroeconomic  dtabilization has been achieved. Trade liberdization should
not accompany financial liberaization'*; financial liberaization should follow after the
economy has adjusted to trade liberaization or vice versa. Restrictions on international capital
mobility should be removed after the interest rate deregulation has been completed and

domestic interest rates have settled down to reasonable levels.

5. IMPLICATIONS FOR INDIA: DEREGULATING THE BANKING SECTOR

SAFELY
From the above discussion, it is clear that the financial crisis that has followed

banking deregulation in most countries is a result of the various economic incentives
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unleashed by the deregulation process. The proponents of the liberalization had expected the
financid markets to move smoothly towards the long run equilibrium interest rate and
improve the amount and productivity of investment. While their andyss is largely correct
in the long run, the short run turbulence had not been anticipated and has proved too difficult
to traverse for most counties, causing many of them to abandon the eptire liberalization
attempt.

The andyss developed in Section 4, suggests ways to minimize the short run
turbulence in the financid markets following deregulation. This can be achieved by
liberalizing the controls on interest rates and credit dlocation gradually over a few years. For
example, if ceilings exist on interest rates, it is safer to raise the ceilings to near market raes
gradudly over a few years before deregulating interest rates completdly. Similarly, it is safer
to gradualy esse credit controls rather than removing them in one go. Further, it is safer to
undertake financiad ljberalization aftcr macrocconomic stabilization, especially a moderate
inflation rate, has been achieved.

The financial liberalization initiated in India is moderse and gradnal. The credit
conwols on housing and shares remain unchanged®. Interest rates oa deposits of different
maturities were liberalized in 1993 but a ceiling has been maintained (currently fixed at 11%
while the inflation rate is about !0% per year). The interest rates on loans for various
maturities and categories were liberdized in late 1994; however the minimum lending rate
(currently 16%, except for small loans of under Rs 200,000) is still prescribed by the Reserve
Bank. Thus interest rates have not been truly liberaized yet. Further, control of both the
deposit rates and prime lending rate restricts competition among banks and provides them
with a spread (between lending and deposit rates> which seems to be too large.

Indiais well placed to undertake further liberdization of the financid markets without
any undue fear that it may lead to a financid crisis. This is so because India has a moderate
inflation rate of around 10 percent, no serious macroeconomic Stabilization problems and
trade liberalization has been mostly negotiated. Partial relaxation of controls on some types
of foreign capitd inflows have led to sgnificant inflows of foreign equity capital which have
resulted in a higher-than-usuad expanson of the money supply, and thus, easy credit
conditions. Neverthdess, rather than liberdizing fully, it would be safer 1o raise the; real
deposit rae celing while lowering the red lending rate floor gradudly, say by one percent
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per year, until the celings are no longer binding. Similarly, the ceilings on loans for persond
housng and againg shares as collaterd can be raised gradualy.

A magor limitation of the deregulation of banking in India is the heavy dominance of
the public sector banks which are used to working in a highly regulated environment. To
improve the efficiency of operations and customer service, grester competition from private
sector banks is badly needed. Private banks should be set up in larger numbers than has
happened so far, indicating that they need more encouragement from the government.
Furthermore, the public sector banks should be made more accountable by sdlling their equity
to the publid* . There is dso a need for grester autonomy of public sector banks and grester
accountability of bank managers to the performance of their banks.

The priority sector lending has been improved significantly by reducing interest rate
subsidies and laying grester emphass on lending adong commercid lines to reduce non-
performing loans. This emphasis should be continued by making interest rates on priority
sector loans identicd to those on non-priority sector loans and teking adequate safeguards
agangt default. Only in cases of smal loans to the weakest sections of the society should

lending without a collateral be considered; in that case also other mechanisms for ensuring
repayment of the loan need to be created, as for example, in the “group lending scheme’ of
the rurd banks in Bangladesh. These changes would reduce incentives to cheat to qudlify for
priority sector lending and reduce the misuse and diverson of such loans. Thereby,. the
availability of credit to the genuine priority sector borrowers would improve. And it is really
the availability of credit, rather than its concessiond aspect, that is important to the genuine
priority sector borrowers. The dimination of concessionad interest rates yn priority sector
loans has been used successfully by severa developing countries, like Korea, Singapore, and
Indonesia. It also reduces the burden of cross-subsidy on the non-priority sccrors.

Another refinement in the priority sector lending can be to set the loan quota for
priority lending, including quotas for its various sub-categories like agriculture and small
scde indudtries, for the banking system as a whole rather than for each individua bank. This
will not affect the interest of the priority sector borrowers but can improve the efficiency of

priority sector lending through one of the following mechanisms

(i) Banks can be dlowed to trade the priority sector lending ligbility among themselves.
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This trading arrangement will encourage cost reducing specialization. For example, one bank
may specidize in lending 10 the small scde industry, ancther to agriculture, a third to
exporting industries, etc. It will dso dlow some banks, like the foreign banks and the newly
emerging private banks, to not be involved in some types of priority sector lending if they
s0 choose. But because such banks will have to ‘buy’ their lending obligation from other
banks a a price, a level playing fidd will exist among them while reducing their costs.

(i) Alternatively, the Resarve Bank can offer preferentid’ treatment of priority loans in
the form of a reduced cash resarve requirement or a rediscounting facility. The extent of
preference could be varied to atain the desired level of priority lending. It could adso be
varied across various sub-categories within the priority sector depending upon the relative
burden different categories impose for example, greater preferentia trestment for smaler
loans since they involve a greater administrative cost. Such an approach is superior to the

present quota approach which encourages loans to the largest enterprises meeting the priority
sector requirements because they involve the least administrative and risk costs for the banks.

While carrying on banking deregulation, the supervison of banks should be increased
and banks required to maintain adequate loans-loss provisions and capital to loan ratios’. The
Centrad Bank should ensure that the riskiness of the banks loan portfolio is commensurate
with its loan-loss provisons. Fortunately, steps in this direction have been initiated in India
recently as a result of a magjor bank scam detected in April 1992,

6. CONCLUSIONS

This paper andyzed the incentives crested by the various policies of regulaion and
deregulation of the banking sector. The main findings ure as follows:

Mosgt of the regulations imposed on banks since 1969 have had undesirable effects.
For example, restrictions on cntry and expansion of private and foreign banks, and lack of
competition among public banks, (with uniform interest rates, spreads, and service charges
among naionalized banks being enforced by the Reserve Bank), have led to a steady decline
in the efficiency, work culture and the qudity of customer service a the banks. Excessvely
large amount of subsidized borrowing hy the governmenr has raised interest costs for other

sectors and thus discouraged private investment. Similarly, directed lending to ‘priority
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sectors a concessiond rates of interest urtificially swelled demand for such loans, some of
it from fake borrowers. Ceilings on interest rates have created credit shortages leading to
corruption in the sanctioning of 1 oans.

At the same time, rapid and uncontrolled banking deregulation is not advisable. It has
often led to very high red interest rates, and eventudly financia crises, in many countries.
Financid liberdization should be undertaken after macroeconomic stabilization has been
achieved. Trade liberalization should not accompany financial liberalization; financial
liberalization should follow &fter the economy has adjusted to trade liberalization or vice
versa. Restrictions on international capital mobility should be removed after the interest rate
deregulation has been completed and domestic interest rates have sdttled down to reasonable
levels. Thus, a controlled and gradual approach to deregulation would be safer and more

likedy to yidd beneficid results.
Given thnt trade liberalization has been largely negotisted and inflation rate is

moderate, India has the right conditions to undertake further gradual liberalization without

much risk of a financid criss.
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Endnotes:

D o1 B~ w

—

10.
11.

12.

13.

14,

15.

Public banks refers to the banks nationalized since 1969 plus the State Bank of India

group of banks which have always been owned by the government.

Based on private interviews with Mr. Kishore Chauker, Industrial Credit and
Investment Corporation of India (ICICI) and several managers in the nationalized
banks.

See, for example, Sandesaria (1988).

See the World Bank, 1989, and Cho and Khatkhate, 1989.

See QOdagiri, H. and H. Yamawaki, 1990.

Note that the demand for credit for consumer durables; housing and shares is demand
for a certain “stock” of credit and it can be very large For example, if each resident

wanted to borrow his’hers half a year's income for such loans, the total demand for

loans would exceed the total amount of loanable funds available with the banks in

most developing countries since they typicaly have the M2/GDP ratio of less than
0.5.

Real share price index eguals share price index divided by the consumer price index
The share price rise in Philippines seen:s to have been delayed until 1985 because of
the great political uncertainty and turmoil in the last two years (1983-85) of President
Marcos’ presidency, which would have restrained many investors from investing in
the share markets.

Also see Stiglitz and Weiss (1981) and Cho (1 986).

See, for example, Silverberg (1990) and World Bank (1989).

Some other forms of foreign capital inflows, such as foreign direct investment and
allowing domestic firms to sell bonds and shares in the international capital markets,

are not so costly. Countries, such as Korea and Malaysia, which have mostly used
these forms of foreign capitd inflows have not suffered on this account. See Agrawd
(1994) for a detailed discussion of the relative merits of various forms of foreign
capital inflows.

However, it should be possible to gradually raise interest rates ceilings to yield

interest rates close to the market levels.

Housing loans are allowed only for personal dwellings and are subject to modest

ceilings. Loans taken against shares as collateral are also subject to a ceiling of Rs

500,000 (loans for the purchase of shares are not allowed).

When selling bank equity to the public, a low ceiling on voting power of any

individua shareholder should be maintained to minimize the take over of banks by
major industrial houses which may be undesirable (see Agrawal 1992). It will create
excessive concentration of economic power in afew hands and create excessive risk
since such banks may lend mostly to firms belonging to the industrial group.

The Bureau of International standards (BIS) recommends an 8 per cent capital to loan
ratio).
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Table 1. Deposits and Advances of Scheduled Commercid Banks in India 1989-93

1988439 1989-90 1990-91 199192 199293

Aggregate  Deposits 140150 166959 192541 230758 267147
Net Bank Credit 79234 95132 109298 117443 142149
Credit-Deposit  Ratio .565 570 .568 .509 532

Sectoral deployment of Credit (% of net Bank Credit)
_ 1989 1990 1991 1992 1993
LA Priority Sector Credit 432 24 393 387 35.0
[ i. Agriculture 176 17.4 153 1S.5 14.0
ii. Small-scale Industries 16.6 16.30 157 155 140
ill. Other Priority Sector \ 3.0 8.7 8.3 7.7 7.0
LB Export Credit 78 87 84 88 108
LC Public Food Procurement Credit 0.97 211 412 398 474
TQOTAL DIRECTED CREDIT 52 532 518 515 505
| (IA+IB+IC) )

ILA INDUSTRY (Medium & Large) 406 40.2 40.7 40.1 412
IL.B WHOLESALE TRADE \ 6.0 58 54 5.2 4.9

Source: Reserve Bank of

India Bulletin. various years.




Table 2. Fiscd Deficit and

Pre-emption of Resources

Year Fiscal Deficit Marginad  Preemption .
(Cenrral (as on March 31, in per cent)
Govemmens) CRR SLR | Tl
1980-81 6.2 6 4@ 40
1981-82 54 7.75 3s@ 4275
1982-83 6.0 7 5@ 42
1983-84 6.3 19 35@ - M
1984.85 15 19* 36 55*
1985-86 83 19+ 37 56*
1986-87 9.0 19.5+ 37 56.5*
1987-88 8.1 20 38 58
1988-89 78 21* 3B 59*
1989-90 78 15 38 53
1990-91 84 15 B5 535
1991-92 6.0 25 385 ) 635
Source: Economic Survey, 1992-93 and RBI. Reproduced from Ministry of Finance (1993)
* In these years. the relase of previously impounded balances implies g slightly lower margind pre-emption

than the face value shown hee.
@ On gross Demand and Time Liabilities




Table 3: Selected Interest Rates in India, 1970.1993

Year Deposit Rate Lending Rate Inflation
(3 to 5 years) Rate’
General Term Lending. | Small Scale Exponers
by Dev. Finance Industry
Institutions

1970-71 7.0 85120 85 7.0-85 5.24%
1975-76 9.0 15.5 11.0 801 10 15 -1.09%
1980-81 100 19.5 11.9-14 12.5-14.5 11.9-14 17.7%
1985-86 10.0 17.5 14 11.5-165 12.0-16.5 4.41%
1990-91 11.0 164 (min} 14 11.5-165 75-15.5 -9.3%
1991-92 130 17:20( ") 1820 7155 1524 13.74%
1992-93 120 17-19( ") 14-23 7.0%
199394 11.0 60(") 11 (min)

J Inflation Rate for the following year Inflation Rat& = ({CPL,, - CPL] / CPL} x 100

Sonyresr  Rasie  Statistics Relating 1o the Indian  Economy. August 1993 Centre for Monitoring Indian  Economy.




TABLE 4: CREDIT TO CENTRAL GOVERNMENT AS PERCENTAGE OF TOTAL
DOVESTIC CREDIT

YEAR INDIA INDONESIA KOREA MALAYSIA THAILAND
1980 42.6 511 i.8 25 24.7
1881 43.0 -81.5 11.0 9.2 25.9
1982 42.9 -61.6 10.9 12.6 285
1983 42.4 -44.6 9.6 9.9 24.2
1984 42,5 -67.0 8.9 9.4 240
1985 44.4 -61.4 8.2 3.1 22.5
1986 45.2 -42.0 8.0 4.8 23.3
1987 46.6 -23.9 53 8.2 20.1
1988 46.6 -17.6 2.6 6.1 12.7
1989 46.7 -14.8 0.5 6.1 5.7
1990 47.9 -12.5 -0.4 4.3 1.1
1991 49.9 -11.1 1.5 1.7 -4.9
1992 47.3 -12.4 1.7 3.8 7.1
AVERAGE 45.2 -38.6 5.8 6.3 15.4

SOURCE: INTERNATIONAL MONETARY FUND, INTERNATIONAL FINANCIAL
STATISTICS YEARBOOK 199 1 & JULY 1994



Table 5 Ex-Pot Real® Interet Rates on Short-Term Loans in Countries Experiencing Financial Liberalization and Crisis

OOUNTRIES J 1978 ] 1976 l 191 J 1978 l 1979 ] 1580 l 1981 l 1982 J 1983 l 1984 ] 1988 ] 1986 I 1987 I 1988 I 1989 l 199 l 1991
Latin American Countries
ARGENTINA 664 L74és -1128 -1157 i 1235 < 597 363 16 -10.18 -2253 8333
CHILE Lice “3 (£ W% 1 22% Huc nn »sE L3]S X1 L¥) 251 354 It Y 1121
URUGUAY E_IJ? an 281 8 Hy 8 B N6 6.37 1033 1993 012 194 1188 -3912 50112
Bsst Asian Countrics
EINDONESIA 069 613 164 -289 043 248 L.139 6 % 5% Hni3o 141 1468 narc

KOREA 0.16 5% L5y 113 791 -283 L9 85 751 738 w £78 28¢ 422 150

MALAYSIA 184 in 371 on B/ L2153 4.90 6.92 10.94 1 9.04' £ 6.11 431 429 260

PRILIPPINES 2% 1.91 434 -4.70 3% 0 463 7.36 L~ 2069 43 res 1324 41 C 482 .85 LH 1.0
Onher Courtries

AUSTRALIA 180 -1.66 249 122 0% 011 1.60 am Loss 125 “ 10.33 [7%7] .13 D.4 83IC

NEW ZEALAND 382 349 -58g -2u 23 193 7.26 Lass 1358 0.69 L0 Haqc

TURKEY -21.19 '3.98 LT84 a4 184 c 468 s Mt € 991

-

USA 20 033 06 -2.00 o4m L s 1427 kuc 819 192 4.44 4.04 429 i 135 6.65
(]I

@ Ex-Post Red Interest, = [( 1 + Nominal Interest)(CP, /CPL) -1 )
L Indicates the year of Liberalization of interest rates on short-term loans (one year and shorter maturity).
c

Indicates the year when major problems Of loan default emerged (based primarily on information in World Bank, 1989, Chapter 5, World Bank, 1993,
and Cho and Khatkhate, 1989)

Sources: International Monetary Fund, Intemation Financial Statistics Yearbook 1992, Washington D.C., U.S.A.
Cho and Khatkhate (1989)
McKinnon (1988) for Chile 1973-76



Table 6: Inflation Rate and the Spread between lending and deposit interest rates, 1976 « 1988’

Countrics Average Inflation tate ‘ Avcrage @ Spread
(per cent)
A. Counties with Hyper Inflation (above 100%)
1. Argentina 473 248
2. Brazil 256 80
3. lsrad’ 132 146
Average 287 158
B. Countries with High Inflation (Between 20% and 100%)
1. Chile 2.1 119.2
2. Uruguay 555 225
3. Mexico 58.2 64
4. Turkey 50.2 43
Average 482 131
C. Countries with Low Inflation (less ten 5%)
1. Japan 32 34
2. Germany 39 49
3. Singapore 31 27
‘4. Switzerland 30 11
Average 33 3.0
* Fur SUINC couplics for which data for some years was not available, the avenge is over a subset of these
years,
@ Simple Arithmatic Average Of the yearly numbers

Source: IMF, International Financial Statistics, 1991
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Total External Debt (Billion US$)
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Figure 6A: Evolution of Total External Debt In Latin American Countries
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Figure 6B: Evolution of Total External Debt In East Asian Countries
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Note: The vertical line denotes the year of liberalization of the

interest rates for the CONCEerned country.

Source; Based on data from the Wrld Bank, World Debt Tables,
1994.




